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The Role of Differentiation in Markets Driven by Advertising
Summary
Firms put enormous intellectual and financial resources into creating differentiated products or services for their consumers. In today's business theology, the creation of a differentiated offering is perceived to be a cornerstone of a successful sustainable business. However, in many situations, differentiation may not a profitable strategy.
The objective of this article is thus, to spell out the conditions under which it is profitable to differentiate and those where it is not. The theories that support the value of differentiation are all based on the assumption that consumers have automatic access to information on the best alternatives in a category. The reality of most categories is that many consumers do not have automatic access to this information. Consumers learn about alternatives from advertising and many consumers do not see advertising for all relevant alternatives. As a result, a significant fraction of consumers make decisions with limited information about the available alternatives. The article argues that the value of creating differentiated products is ambiguous when the awareness of products and their characteristics is the key determinant of consumer behaviour.
The Role of Differentiation in Markets Driven by Advertising
Creating differentiation is a mantra of strategic management and firms put enormous intellectual and financial resources into creating differentiated products or services for their consumers. As noted by Michael Porter, a critical ingredient of leadership is not only deciding which customers to serve but also deciding which customers not to serve. In fact, strategic management scholars have defined differentiation as one of three or four generic strategies (e.g. being the low-cost producer in an industry, being the technology leader, or that of creating a highly differentiated good or service) that an organization must pursue in order to sustain long-term competitive advantage and profits 1 .
The literature in strategy has now evolved to consider the internal capabilities (or core competencies) of firms in choosing strategy. However, capabilities effectively act as constraints on the choices faced by firms and do not necessarily indicate which of several strategies is best 2 . A basic message is that unless a firm develops a distinctive offering it will find itself in dire straights due to an inability to manage competition. In fact, economists would predict that undifferentiated firms will find their market reduced to conditions of marginal cost competition.
The purpose of this article is to question the value of differentiation and suggest that in many markets, it may be less advantageous than argued by academics, marketers and business strategy gurus 3 . The theories that support the value of differentiation are all based on the assumption that consumers have automatic access to information on the best alternatives in a category. The reality of most categories is that consumers do not have automatic access to this information. The average consumer makes decisions in more than 100 categories in a given month and is exposed (on average) to more than 1600 commercial message in a day 4 . Moreover, consumers are also highly skilled at ignoring and forgetting advertising. It is hardly surprising that consumers frequently lack fundamental information in a given category about the leading products, their physical characteristics and their prices. In many categories, a key determinant of what consumers do is based on the information they have at hand when they need to make a decision. This can mean that a leading brand does not receive consideration in a consumer's purchase decision if the consumer has not been exposed recently to advertising or information about the brand. The bottom line is that a significant fraction of consumers make decisions with limited information about the available alternatives.
In this situation, differentiation may not be a profitable strategy. Simplifying the argument somewhat, each firm faces some consumers who are aware of suitable alternatives and some consumers who are not. Each firm will choose a price to maximise overall profits from these various segments. The basic insight is that this price can actually be driven down by higher levels of differentiation. The objective of this article is to spell out the conditions under which it is profitable to differentiate and those where it is not.
Before presenting the detailed argument, it is useful to discuss the characteristics of markets that are driven by advertising and what makes them unique.
In particular, I discuss how advertising itself creates different segments of consumers.
I then define differentiation and explain why it has become a cornerstone of management philosophy. Interestingly, the arguments supporting the value of differentiation all hinge on consumers being fully informed of about the available alternatives. In markets "driven by advertising", this assumption cannot be justified.
This naturally leads to the question "what is the impact of differentiation if consumers
are not informed of all alternatives?" The discussion that follows is devoted to answering this question and to explaining why increased differentiation may lead to reduced profit. Finally, I discuss the implications and limitations of the finding.
Marketing Contexts driven by Advertising
As noted in their famous book on positioning, Ries Second, certain items are chosen as a result of memory-based decisionmaking 7 . These refer to situations where a decision to purchase is based on a consumer making a choice from options that she has in her memory. A typical example might be a mother making a decision about where she would like to take her family to dinner. The children express a desire for seafood and the mother generates a set of alternatives based on the seafood restaurants that she remembers. From the advertising, she remembers that both Red Lobster and Long John Silver are acceptable family seafood restaurants. She then makes a decision based on specific attributes that she knows about. She is unlikely to visit both restaurants to obtain information to make a decision. In all likelihood, she will have a made a decision before she loads her family into the car. Note the importance of advertising in this example. If the mother has only seen advertising from Red Lobster as the family restaurant for seafood, then it is straightforward to predict which restaurant she will go to.
Finally, many purchases made as part of regular shopping trips are planned, yet the brand choice is highly affected by shoppers' awareness of brands and their characteristics. For example, a consumer may have products like cookies, potato chips or Ready-To-Eat cereal on his shopping list. Research has shown that the average consumer spends less than 30 seconds making choices such as these 8 . Here, awareness of brands and their key attributes is an excellent predictor of brand choice.
Quite simply, in many categories, the main source of information for brands and their positioning is advertising in the mass-media. In these categories, it is possible to analyse competition and market outcomes by assuming that advertising is the only source of such information. Note that this assumption has broad application since it applies to many small-ticket purchases made by consumers.
What makes markets driven by advertising unique?
Assuming that advertising is the main source of information for brands and their characteristics, I now move to the firm's challenge of using advertising to inform consumers. Marketers buy media to maximise the likelihood that "category users" are exposed to the commercials. In general, mass-media advertising can be described as a series of messages directed towards a target audience defined by a series of demographic guidelines. In a category with two key competitors, the media guidelines for each firm will be very similar. As shown in Figure 1 , the two competitors will direct their advertising to the same target i.e. people who are believed to be high potential consumers in the category.
The challenge for advertising agencies (with an allocated budget) is to achieve a desired number of exposures (frequency) with as large a fraction of the target audience as possible (reach). In spite of the similarity in the guidelines given to the agencies by competing firms, the groups of consumers that see each firm's advertising are different. This is because there are a limited number of advertising slots available in any media (television broadcasts, radio broadcasts, outdoor sign locations, or back pages of popular publications). The slots are sold exclusively to a one firm or another.
Thus, the very nature of advertising means that two competitive firms while targeting the same demographic segment will run their advertising at different times and in different places. As a result, the people that are exposed to the advertising of the two firms will be different.
For example, on any given Sunday, there will be a percentage of young males that watch football in the afternoon and baseball at night. But there will also be some males who were busy in the afternoon and only saw the baseball and others who were busy at night and only saw the football. If Becks sponsored the football game and Heineken sponsored the baseball game, it is apparent that the media activity of the two imported brewers naturally creates three groups of young informed males: those who saw both Becks and Heineken advertising and those who only saw one brewery's advertising and not the other's. When both brands advertise at low levels, a relatively small percentage of the target market will have seen advertising from both firms. As shown in Figure 2 , a large percent of the target will have seen advertising from just one firm and even larger percent will not have seen any advertising 9 .
In contrast, when both firms advertise heavily, the likelihood is high that a given consumer has seen advertising from both firms. This situation is represented in Figure   3 . For a market that is similar in size to that of Figure 2 , it demonstrates how the mix of consumers changes as advertising levels rise.
Figures 2 and 3 consider a market with two firms but the same logic applies to an industry with three or more firms. The higher the base level of advertising from all firms, the higher the likelihood that any given consumer will be aware of all brands.
In contrast, the lower the base level of advertising, the higher the likelihood that a consumer has only seen advertising from one firm.
It is important to note that Figures 2 and 3 are based on the assumption that the likelihood that a consumer in the potential target sees advertising from a given firm is independent. In many cases, this may be reasonable. However, if there are significant differences in the media habits of consumers within the target market, the probabilities that a consumer sees advertising from different firms may be positively correlated. Returning to the imported beer example, there may be some young males who are heavy television viewers and some who are light television viewers. Even at low levels of advertising, heavy television viewers are more likely to have seen advertising from both firms and light television viewers are more likely to have seen neither (see Figure 4) . When the likelihoods are positively correlated as on the right side of Figure 4 , the group of consumers that has seen advertising from both firms is larger than it is in the independent-likelihood case (on the left side of Figure 4 ). Figure 4 demonstrates that advertising creates more heterogeneity when the likelihoods that a consumer sees advertising from a given firm are independent. For the rest of the discussion, I assume that these likelihoods are independent recognizing that in certain categories, this assumption may not be justified. Before analysing how firms compete in markets driven by advertising, I will return briefly to the topic of differentiation and why it such a revered strategy amongst business people.
Definition: What do we mean when we speak of differentiation
In markets ranging from soft drinks to fast food restaurants, firms make significant efforts to create distinct positions for themselves. This is not simply a case of a firm arguing that its product is better than the competition though there are firms that do make this argument. For example, Heinz clearly positions its ketchup as superior to competitive products with slogans like "Heinz, there are no other kinds". However, to employ such positioning, the product must have either clearly superior performance or a commanding market position (if not both). As a result, this type of positioning is not feasible for the vast majority of firms and products.
It is much more common for firms to choose differentiated positionings. These are typified by products like 7-Up or by companies like Red Lobster restaurants (in the service sector). 7-Up has traditionally positioned itself as the Uncola. This positioning is distinctive yet it implies that 7-Up is unsuitable for cola drinkers (cola drinkers make up more than 70% of the soft drink market in North America) 10 .
Similarly, Red Lobster positions itself as the family seafood restaurant. This suggests that Red Lobster is the ideal restaurant for families who want to eat seafood.
However, it also suggests that Red Lobster is not the restaurant for people who do not like seafood. In both of these cases, the positioning of the product is saying to a significant percent of the relevant market that "this IS NOT the product for you" (cola drinkers in the case of 7-Up and more than 70% of the fast food patrons that prefer hamburger restaurants). The purpose of this paragraph is to underline the reality or cost of differentiation. Firms are effectively telling a significant percent of potential customers "we do not want you as customers".
Why expend so much effort and resources to create a differentiated offering?
Why do firms spend money to tell some consumers "we do not want you as customers"? The reason lies in the constraints that firms face due to being part of a competitive environment. When products or services are perceived to be almost identical, the primary dimension of competition is price and firms find themselves The rationale for the value of differentiation is that it allows a firm to obtain an advantage with a distinct group or customers. This advantage allows the differentiated firm to charge higher prices to this distinct group of customers without having to worry that those customers will defect to a competitor (even if that competitor offers an attractive lower price). The idea is that it is better to have a small group of consumers to which a firm can charge high prices than to have a large group of consumers that swings back and for the between firms based on whichever firm offers the lowest price. Effectively, differentiation allows a firm to create a local monopoly over a set of customers who have a distinct preference for its product.
It is important to note that all the ideas described above are based on markets where it is easy for customers to compare the key products or offerings in the market.
Said differently, the customers are assumed to be fully aware of all the options and prices available in a market. However, the earlier discussion about markets that are driven by advertising shows that in general, consumers do not have complete information about the products they are buying. In fact, much of modern economic theory focuses on situations where consumers lack complete information about the products they buy. It is curious that the theories and reasoning that support the value of creating differentiated products and services ignore this fundamental characteristic of markets. They are all based on the assumption that consumers have automatic access to the relevant information for the best alternatives in any category. In the next section, I explain how the value of creating differentiated products can be ambiguous when consumers do not have automatic access to the relevant information on all product alternatives.
Why Differentation might Reduce Profits
In categories "driven by advertising", I have argued that there are different groups of consumers based on the products about which they are informed. This provides a strong case for relaxing the assumption that all consumers have automatic access to the relevant information for the best alternatives in any category. My goal is to demonstrate that the effect of the different groups of consumers that constitute each firm's demand can lead to a negative relationship between the level of differentiation and the profits generated by firms.
To explain this relationship, let us return to the example from the imported beer market where a) many potential consumers are not informed about the products and their characteristics and b) advertising is critical for informing consumers about the brands and the benefits they offer versus alternatives (such as domestic products).
To simplify the discussion, I will assume that Becks and Heineken are the only two competitors in the imported beer market worth discussing. As shown in Figures 2 and   3 , three distinct groups of informed consumers are created by advertising. In contrast, Becks and Heineken will compete for those consumers who have seen advertising from both firms, since these consumers will make a comparison of the two products.
Here is where differentiation comes in. Within the group of consumers who have seen advertising for both brands, there will be a range of tastes. Some of the consumers will have a natural preference for the Becks product and others will have a natural preference for the Heineken product. In fact, a whole range of tastes might exist including some consumers who are almost completely indifferent given equivalent prices. The key point here is that wider the range of preferences for the two products, the less fierce the competition will be for the consumers who are aware of both brands. In fact, the breadth of preferences that exists between the two brands is the direct analogue of the degree of differentiation between the brands. Note that when the breadth of preferences is narrow (and most consumers are indifferent between the two brands given equivalent prices), the competition for the group of consumers aware of both brands is entirely based on price. In fact, were the market comprised entirely of fully informed consumers who had a narrow breadth of preferences, the competitors would become engaged in cutthroat competition and find the profitability of their business significantly reduced. In this context, the so-called
Principle of Differentiation (where the more the firms are differentiated, the better is their profitability) is recovered.
Of course, this is only part of the story because the market is not comprised entirely of consumers who are aware of both products. Even when both brands in our example have awareness of 66%, the fraction of informed consumers aware of both brands is only half of all informed consumers 11 . The firms are choosing prices to take advantage of the consumers who have only seen their respective advertising as well as those consumers who have seen advertising from both brands. As noted earlier, each firm has monopoly-like power over the consumers who have only seen its advertising.
How does differentiation affect the market dynamics for this group of consumers?
When the breadth of preferences is narrow, the firm can charge a high price and almost all consumers in the group will buy. However, when the breadth of preferences is wide, a lower price is necessary if the firm wishes to get business from the consumers who have a natural preference for a product with different attribute levels.
Moreover, this price is significantly less than the price that consumers who have a natural preference for the firm's brand are willing to pay i.e. a consumer who has natural preference for Becks would be willing to pay a higher price (for Becks) if
Becks priced in order to sell to consumers who do not have a natural preference for Becks.
For example, suppose that Becks had a stronger and more bitter taste than
Heineken and that some beer drinkers prefer a mild and less bitter taste. If those beer drinkers were only informed about Becks (and hence only considered Becks), but also knew its taste was quite strong and bitter, the product would have to be more attractively priced to get them to buy than it would be for the consumers who naturally like a stronger taste. When the breadth of preferences (or differentiation) is high, there will be large differences in the amount that each consumer within the captive consumer group is willing to pay for either brand in our example. To fully capitalize on consumers that are captive, a firm will need to charge a lower price, the greater is the level of differentiation between brands.
Thus, we have a situation where differentiation is positively related to profitability in the group of consumers that are informed of both Becks and Heineken and negatively related to profitability in the group of consumer that are only informed of one brand. Ultimately, it is these two countervailing effects, that make the relationship between differentiation and profitability more ambiguous than is typically believed. As noted earlier, the positive effects of differentiation highlighted in the literature are based on consumers being fully informed about the options that are available. In a sense, they are based on all consumers belonging to the group of consumers who have seen advertising from both firms in the market i.e. that both firms in the market have 100% awareness! We now consider the actual relationship between differentiation and profits. A naïve inference might be that the valence of the relationship (positive or negative)
depends on the relative size of the two groups of consumers considered in a two brand example i.e. when the group of consumers that has only seen advertising from one brand is bigger than the group of consumers that has seen advertising from both brands then differentiation should be negatively related to profits and vice versa. This is part of the story but it is incomplete. The relationship is also strongly related to the natural level of differentiation that exists within the category.
Firms in markets from detergents to automobiles have differentiated products and marketing managers make strong efforts to distinguish their products from competitors and establish unique clienteles 12 . However, the ability to differentiate is not absolute and depends to a large extent on the nature of the category. For example, it is easier to differentiate a complex product like an automobile than a simple product like laundry detergent. So in a sense, this discussion relates to marginal effect of increasing differentiation given the differentiation that is more or less natural to the category.
Lets discuss two canonical cases in a market where all consumers shop at the same retailer and are charged the same price. First, consider a category like laundry detergent where products are difficult to differentiate. One could say that breadth of preferences in laundry detergent is lower than the breadth of preferences in categories such as automobiles. If there were only two detergents in the category, there are two sources of profit: profit from consumers who are captive consumers and profit from consumers who have seen advertising from both firms. In this situation, the profits from the consumers who are captive are much greater because the low level of differentiation in the fully informed group means that competition there is fierce and this dissipates much of the profit from this group.
So how do firms capture the added profit from captive consumers but still compete for fully informed consumers? They do it by switching back and forth between high prices and low prices. That is one reason why there is lot of discounting, daily specials, and special offers on products like laundry detergent. This type of pricing allows firms to balance the needs of the two groups 13 . However, because almost all the profits in this type of market are due to the prices that captive consumers pay, differentiation is negatively related to profit except when awareness levels approach 100% for both brands.
Now consider a category where the breadth of preferences (or natural level of differentiation) between products is higher. In a two firm market, the profit maximising prices for the two groups of consumers (from which each firm generates demand) are closer and firms will choose a single price that is a compromise for the two groups of consumers. The difference here is that the profit earned from the fully informed group of consumers is much more important. As a result, the relationship of differentiation to profitability in these conditions is more closely related to the relative size of the groups. In fact, when the partitions created by advertising are similar to Figure 3 (i.e. the group of consumers who have seen advertising from both firms is larger than the segment of consumers who have seen advertising from just one firm), differentiation is positively related to profitability. With two firms, this happens when awareness levels are higher than 65-70%. Of course, this also implies that for awareness levels less than 65-70%, the relationship is negative.
To conclude, the basic insight provided by this discussion is that when one considers the heterogeneity that mass advertising creates naturally in markets, the relationship of differentiation to profits is quite ambiguous. In fact, for a significant fraction of the cases that might occur in a two firm market, I find that differentiation is negatively related to profitability. This should raise red flags about the unquestioning belief that many practitioners and academics have in the value of differentiation.
The Implications of a Negative Relationship between Differentiation and Profits
The discussion certainly suggests a strong caveat to the wisdom of blindly pursuing differentiation as a managerial strategy. In fact, it suggests that in markets where advertising is important for activating consumers, not only can differentiation be ineffective for increasing profit, it may actually lead to reduced profits. Frequently managers know a) that a significant fraction of consumers will not see their advertising (or that of their competitors) and b) that awareness levels in the category are significantly less than 100% (many reasons prevent firms from achieving total awareness notably the cost of advertising and limited media options) 14 . These points imply that when consumer awareness of products and their characteristics is a key determinant of demand, it is highly probable that competing firms do not benefit by increasing the degree of differentiation between them. This finding stands in contrast to conventional wisdom and the well-known Principle of Differentiation.
It is mass advertising's ability to create heterogeneity that leads to an inverse relationship between differentiation and profitability. My discussion shows how advertising naturally creates distinct groups of consumers. When a consumer has only seen one brand's advertising, that brand has monopoly-like power over her. This stands in contrast to the group of consumers who have seen advertising from several brands. Mass-media advertising creates different groups of consumers whenever it is the primary vehicle that consumers use to learn about products and their characteristics.
This implies that managers need to consider whether policies designed to increase differentiation in their category are advisable. In markets driven by advertising, the analysis shows that there are many situations where differentiation is negatively related to profit. In these conditions, the path to increased profits might be to market a product that is as widely acceptable as possible. Perhaps, it is no accident that the leading products in many categories are extremely similar.
Second, managers need to understand the strategic costs of high levels of advertising within a category. Not only are there highs costs of purchasing media but there may also be costs in terms of reducing the number of captive consumers that each brand has. The model shows that captive consumers are the most important source of profit in markets with low natural levels of differentiation. High levels of advertising on the part of all competing firms can drive these segments to insignificance.
Third, managers need to understand that the natural mechanics of mass-media advertising do marketers a great service by selling advertising spots exclusively. It is the independence of the groups of consumers that see each brand's advertising that creates a second level of customer heterogeneity beyond fundamental preferences (such as a preferences for a stronger tasting product). The discussion above demonstrates how important this heterogeneity is for explaining why firms make positive profits in markets where the products or services are relatively undifferentiated. The discussion further suggests that competing firms gain by sponsoring events exclusively. If competing firms shared the sponsorship of major events, there would be much less heterogeneity created by advertising. When exclusivity by category is provided for media events, it means that the groups of consumers that are being informed of competing brands are independent and have less overlap. This leads to reduced competition between firms and provides an explanation for the prevalence of exclusive sponsorships at major sporting and entertainment events.
Limitations of the Arguments Presented Here
The discussion presented here focuses on markets "driven by advertising". There are of course, markets that are not driven by advertising. At bazaars and trade shows, demand is driven primarily by pricing. In such situations, the typical "positive" relationship between differentiation and profits is recovered. In my discussion, I also highlight situations where differentiation is positively related to downstream profits e.g, in a two-brand market, when awareness levels are high and the natural level of differentiation in the category is significant. Here, a majority of consumers are informed about both brands and the relative profitability of this fully informed group of consumers dominates those consumers who have only seen one brand's advertising. In a market with 2 or more brands, where firms inform (almost) everybody about their brands, advertising creates demand but it does not create customer heterogeneity.
Second, there are many categories where awareness levels are built up over time. By using multiple media and multiple campaigns, firms can achieve close to full awareness. Nevertheless beyond colas and domestic beer brands, there are few categories where 2 or 3 major brands enjoy close to 100% awareness. Most brand managers operate in categories where awareness levels (even for major brands) are less than 50%. As a result, the insight provided here is useful to understand the relationship between differentiation and profitability. Moreover, managers do make changes to the positioning of products (physical, psychological and emotional) from time to time. In this context, a key question is "should I change to be more or less like my competitor?"
